
Congressional 
Research Service 

Informing the legislative debate since 1914 



Federal Deductibility of State and Local Taxes 

Steven Maguire 

Section Research Manager 

Jeffrey M. Stupak 

Research Assistant 

September 18, 2015 



Congressional Research Service 

7-5700 

www.crs.gov 

RL32781 



CRS REPORT 
Prepared for Members and 
Committees of Congress — 



Federal Deductibility of State and Local Taxes 



Summary 

Under current law, taxpayers who itemize can deduct state and local real estate taxes, personal 
property taxes, and income taxes from federal income when calculating taxable income. In 
addition, a temporary deduction for sales taxes in lieu of income taxes was available, through 
December 31, 2014. The federal deduction for state and local taxes results in the federal 
government paying part of these state and local taxes through lower federal tax collections. 
Theory would suggest that taxpayers are willing to accept higher state and local tax rates and 
greater state and local public spending because of lower federal income taxes arising from these 
deductions. In addition, there is some evidence that state and local governments rely more on 
these deductible taxes than on nondeductible taxes and fees for services. 

Repealing the deductibility of state and local taxes would affect state and local government fiscal 
decisions, albeit indirectly. Generally, state and local public spending would decline, although the 
magnitude of the decline is uncertain. And, repealing the deduction for state and local taxes 
would shift the federal tax burden away from taxpayers in low-tax states to taxpayers in high-tax 
states. Maintaining the current deductibility would continue the indirect federal subsidy for state 
and local spending. 

Expanding deductibility, such as reinstating the sales tax deduction option or allowing non- 
itemizers to deduct taxes paid, would likely increase the subsidy for state and local spending. The 
sales tax deduction option would primarily benefit taxpayers in states without an income tax that 
are already itemizing. The effect of allowing non-itemizers to deduct taxes paid woidd depend on 
the type of deductible tax. For example, property taxes are only paid (directly) by property 
owners whereas all consumers pay sales taxes in states that levy a sales tax. The Tax Increase 
Prevention Act of 2014 (P.L. 113-295) extended the sales tax deduction option through the 2014 
tax year, but it has since been allowed to expire. 

In the 1 1 1 th Congress, the American Recovery and Reinvestment Act (P.L. 111-5) provided for an 
above-the-line deduction for sales and excise taxes paid on new vehicle purchases for non- 
itemizers, which has since expired. 

The President’s FY2016 budget proposed a limit on the tax rate (generally a 28% marginal tax 
rate) at which itemized deductions would reduce tax liability, but did not specifically address 
deductions related to state and local taxes. In the 1 14 th Congress, a bill (H.R. 622) to permanently 
extend the deduction of state and local sales taxes in lieu of state and local income taxes was 
passed by the House. However, as of September 10, 2015, no companion bill has been introduced 
in the Senate. The Senate has introduced the Tax Relief Extension Act of 2015 (S. 1946), which 
would extend the deduction of state and local sales taxes in lieu of state and local income taxes 
for two years through 2016. 

This report will be updated as legislative events warrant. 
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Introduction 

The interplay between the federal and state and local tax systems through the federal deductibility 
of state and local taxes is the focus of this report. Generally, individual taxpayers who itemize 
deductions are allowed to deduct real and personal property taxes, and state and local income 
taxes paid from federal taxable income. In 2004, the 108 th Congress modified the deductibility of 
state and local taxes to include sales tax for the 2004 and 2005 tax years. This provision was 
extended by each Congress up through the 1 13 th , until it was allowed to expire at the end of 2014. 

The Administration’s FY2016 budget proposal does not provide for an extension of the sales tax 
deduction option. In the 1 14 th Congress, however, a bill (H.R. 622) that would permanently 
extend the state and local sales tax deduction has been passed by the House. 1 Alternative 
legislation in the Senate, the Tax Relief Extension Act of 2015 (S. 1946), would extend the 
deduction temporarily for two years through 20 16. 2 

In addition to the sales tax deduction option, Congress previously enacted a provision that 
allowed non-itemizers to deduct up to $500 ($1,000 for joint filers) of property taxes paid. The 
special deduction was available for the 2008 and 2009 tax years and was in response to the 
housing crisis. Unlike the sales tax deduction option, the special property tax deduction was not 
extended beyond 2009. The tax savings from the special property tax deduction likely benefited 
taxpayers that did not have other potentially deductible expenses that were high enough to merit 
itemizing. Taxpayers with no mortgage (or low mortgage debt) in states with relatively low state 
and local tax burdens were the most likely to have benefited the most from this expired tax 
provision. 

In the 1 1 1 th Congress, the American Recovery and Reinvestment Act (RL. 111-5) provided for an 
above-the-line deduction for sales and excise taxes paid on new vehicle purchases for non- 
itemizers. This deduction also expired after the 2009 tax year. 

Brief History 

The deduction from federal income for state and local taxes paid originates from the Revenue Act 
of 1913. 3 A provision in that act allowed the deduction for “all national, State, county, school and 
municipal taxes paid within the year, not including those assessed against local benefits.” State 
sales taxes, however, were not introduced until 1932 (Mississippi was the first) and a deduction 
for those taxes for individuals was not explicitly stated in the tax code until passage of the 
Revenue Act of 1942 (P.L. 77-753). The deductibility provision was frequently modified over the 
years, including the introduction of the standard deduction in lieu of itemizing deductions in 
1944, but significant revision did not occur until 1964 with enactment of the Revenue Act of 1964 
(P.L. 88-272). 

Before the 1 964 act, a deduction was allowed for all state and local taxes paid or incurred within 
the taxable year except those taxes explicitly excluded. After the 1964 act, only taxes explicitly 
mentioned were deductible. Included in the list of deductible taxes were state and local taxes on 



1 No companion legislation has been introduced in the Senate as of September 10, 2015. 

2 A number of bills were introduced in the 113 th Congress, in both the House (H.R. 2854, H.R. 3942, H.R. 4469, and 
H.R. 4789) and Senate (S. 41, S. 127, S. 1859, and S. 2260) by Republicans and Democrats that would have extended 
the state and local sales tax deduction permanently or temporarily. 

3 The 16 th Amendment allowed for the taxation of income without regard to apportionment among the states. With the 
new constitutional authority. Congress passed The Revenue Act of 1913, initiating the current federal income tax. 
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real and personal property; income; general sales; and the sale of gasoline, diesel fuel, and other 
motor fuels. A new subsection in the 1964 act spelled out the test for deductibility of general sales 
taxes. First, the tax must be a sales tax (a tax on retail sales) and second, it must be general, that 
is, imposed at one rate on the sales of a wide range of classes of items. “Items” could refer either 
to commodities or services. 

The deductibility provision remained largely unchanged until the deduction for sales taxes was 
repealed by the Tax Reform Act of 1986 (TRA 1986, RL. 99-514). One of the primary goals of 
TRA 1986 was to broaden the base of the federal income tax. Eliminating the deduction for all 
state and local taxes paid was one of the policy options considered to broaden the tax base. The 
final version of TRA 1986 repealed the deduction for general sales taxes but preserved the 
deduction for ad valorem property taxes and income taxes. The Joint Committee on Taxation 
(JCT) summary of TRA 1986 suggested that Congress chose to repeal the sales tax deduction and 
not income or property taxes, because: 

• only general sales taxes were deductible and not selective sales taxes (e.g., 
tobacco and alcohol taxes), which created economic inefficiencies arising from 
individuals changing consumption patterns in response to differential taxation; 

• the deduction was not allowed for taxes paid at the wholesale level (and passed 
forward to the consumer), thus creating additional inequities and inefficiencies; 

• the sales tax deduction was administratively burdensome for taxpayers who 
chose to collect receipts to justify sales tax deduction claims; and 

• the alternative sales tax deduction tables generated by the Internal Revenue 
Service (IRS) did not accurately reflect individual consumption patterns, thereby 
diminishing the equitability of the tax policy. 4 

The American Jobs Creation Act of 2004 (AJCA 2004, P.L. 108-357) reinstated deductible sales 
tax in lieu of income taxes. 5 The in lieu o/treatment inAJCA2004 is in contrast to the “in 
addition to” treatment in pre-TRA 1986 tax law. The concerns noted above would still hold. A 
secondary concern — presented during the debate before repeal in 1986 — that states would alter 
their tax structures in response to the elimination of sales tax deductibility, would not arise. The 
AJCA 2004 sales tax deductibility provision expired after the 2005 tax year, but was extended 
through 2007 by the Tax Relief and Health Care Act of 2006 (P.L. 109-432). The sales tax 
deduction option was extended through the 2009 tax year by the Emergency Economic 
Stabilization Act of 2008 (P.L. 110-343). The Tax Relief, Unemployment Insurance 
Reauthorization, and Job Creation Act of 2010 (P.L. 111-312), extended the sales tax deduction 
option through the 2011 tax year. The American Taxpayer Relief Act (P.L. 112-240) extended the 
sales tax deduction option through the 2013 tax year. And finally, the Tax Increase Prevention Act 
of 2014 (P.L. 113-295) extended the sales tax deduction through the 2014 tax year. This provision 
has since been allowed to expire. 

The remainder of this report will describe and analyze the deduction for the following state and 
local taxes: (1) real estate property taxes; (2) personal property taxes; (3) income taxes; and 
(4) sales and use taxes. As Congress considers possible reinstatement of the sales tax deductibility 



4 For more on the 1986 Act, see U.S. Congress, Joint Committee on Taxation, General Explanation of the Tax Reform 
Act of 1986 (H.R.3838 , 99 th Congress; P.L. 99-514), 100 th Cong., 1 st sess., JCS-10-87 (Washington: GPO, 1987), pp. 
47-48. 

5 IRS Publication 600, Optional Sales Tax Tables, provides an explanation of the new sales tax deduction. 
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provision and proposals for fundamental tax reform, a better understanding of the existing 
deductible state and local taxes is important. 

Deductible State and Local Taxes 

Generally, taxpayers may deduct state and local taxes paid from income. Individual taxpayers, 
however, must itemize deductions (rather than use the standard deduction) on their income tax 
return to claim the deduction for state and local taxes paid. Business taxpayers, in contrast, may 
deduct state and local taxes as a cost of doing business. The federal tax savings from the 
deduction is equal to the taxpayer’s marginal tax rate multiplied by the size of the deduction. 
Because the federal income tax rate regime is progressive, 6 a deduction for itemizers, in contrast 
to a tax credit for all taxpayers, favors taxpayers in higher income tax brackets. For example, in 
2010, 88% of all benefits from the deduction of state and local taxes paid went to individuals with 
adjusted gross incomes greater than $100, 000. 7 Table 1 reports the number and percentage of 
returns with itemized deductions for the four state and local taxes described and analyzed in this 
report. 



Table I. Number and Percentage of State and Local Taxes Paid Itemizers, 

1986 and 2003 to 2013 

(return numbers in millions) 





1986 


2003 


2004 


2005 


2006 


2007 


2008 


2009 


2010 


201 1 


2012 


2013 


All Returns 


103.0 


130.4 


132.2 


134.4 


138.4 


143.0 


142.5 


140.5 


142.9 


145.4 


144.9 


147.4 


Itemized Deductions 


40.7 


43.9 


46.3 


47.8 


49.1 


50.5 


48.2 


45.7 


46.6 


46.3 


45.6 


44.3 


State and local taxes 


40.4 


43.1 


44.8 


46.0 


46.9 


48.6 


46.4 


44.0 


44.9 


44.6 


43.9 


42.7 


Income tax 


33.2 


35.9 


33.5 


34.6 


35.7 


36.7 


35.4 


33.8 


33.5 


33.7 


33.4 


32.6 


General sales tax 


39.0 


n/a 


1 1.2 


1 1.4 


1 1.2 


1 1.9 


1 1.0 


10.3 


1 1.4 


10.9 


10.5 


10.1 


Real estate 
taxes 


32.9 


38.3 


40.5 


41.3 


42.6 


43.6 


41.6 


40.0 


41.0 


40.1 


39.3 


37.8 


Personal property 
taxes 


1 1.5 


20.0 


21.1 


21.3 


21.5 


22.1 


21.0 


16.1 


17.2 


19.9 


19.9 


19.7 


Other 

taxes 


9.1 


3.2 


3.0 


2.8 


3.1 


2.9 


2.8 


5.4 


5.2 


2.6 


2.5 


2.4 


New Motor Vehicle 


- 


- 


- 


- 


- 


- 


- 


2.2 


0.3 


- 


- 


- 


All Returns 


100% 


100% 


100% 


100% 


100% 


100% 


100% 


100% 


100% 


100% 


100% 


100% 


Itemized Deductions 


39.5 


33.7 


35.0 


35.5 


35.5 


35.4 


33.8 


32.5 


32.6 


31.8 


31.5 


30.1 


State and local taxes 


39.2 


33.0 


33.9 


34.2 


33.9 


34.0 


32.6 


31.3 


31.4 


30.7 


30.3 


29.0 


Income tax 


32.2 


27.6 


25.3 


25.7 


25.8 


25.7 


24.9 


24.0 


23.4 


23.2 


23.1 


22.1 


General sales tax 


37.8 


n/a 


8.5 


8.5 


8.1 


8.3 


7.8 


7.3 


8.0 


7.5 


7.2 


6.8 


Real estate 
taxes 


32.0 


29.4 


30.6 


30.7 


30.8 


30.5 


29.2 


28.5 


28.7 


27.6 


27.1 


25.7 



6 A progressive tax is one in which the rate of tax increases with income. 

7 Rueben, Kim and K. Stark, “In Pursuit of Revenue: Federal Income Tax Reform,” The CPA Journal , November 2013, 

p. 20. 
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1986 


2003 


2004 


2005 


2006 


2007 


2008 


2009 


2010 


201 1 


2012 


2013 


Personal property 


1 l.l 


15.4 


15.9 


15.8 


15.5 


15.4 


14.7 


1 1.5 


12.0 


13.7 


13.7 


13.4 


taxes 


























Other 


8.8 


2.4 


2.3 


2.1 


2.2 


2.0 


2.0 


3.9 


3.7 


1.8 


1.7 


1.6 


taxes 


























New Motor Vehicel 


- 


- 


- 


- 


- 


- 


- 


1.6 


0.2 


- 


- 


- 



Source: U.S. Department of the Treasury, Internal Revenue Service, Statistics of Income Division, Individual Income 
Tax Returns, various years, Publication I 304. 



The 1986 tax year is included in Table 1 to exhibit the utilization of the deduction for sales taxes 
paid, which was repealed by TRA 1986. In 1986, before repeal, the sales tax deduction was the 
most common itemized deduction for taxes paid. More taxpayers would claim a sales tax 
deduction because all but five states imposed a sales tax and, in contrast to property taxes, paying 
the tax is not conditioned on owning property, real or personal. The current sales tax deduction is 
not as common because it is in lieu of income taxes. In 2013, 10.1 million or 6.8% of taxpayers 
claimed a deduction for sales taxes paid, and the percentage of taxpayers who claimed a 
deduction for income taxes paid has dropped from 25.8% in 2006 to 22.1% in 2013. 

The percentage of itemizers has remained relatively stable since 2003 (see Table 1). The decline 
in 2003 likely is in response to the lower marginal tax rates and more generous standard 
deduction for married taxpayers filing joint returns. The total number (and percentage) of 
itemizers increased from 43.9 million in 2003 to 46.3 million in 2004, likely reflecting the 
introduction of the sales tax deduction option. The decline in 2009 may be related to the 
economic downturn that began in 2008. Generally, however, the percentage of itemizers and the 
taxes they deduct has been consistent since 2003. 

Deduction for Real Estate Property Taxes 

Under the federal income tax, taxpayers can deduct ad valorem property taxes (taxes levied as a 
percentage of assessed value) from taxable income. 8 For example, an itemizing individual owning 
a home with an assessed value of $100,000, and who pays a 1% property tax, can deduct the 
$1,000 in taxes paid from his or her adjusted gross income. If this taxpayer is in the 28% marginal 
tax bracket, taking $1,000 out of taxable income reduces taxes by $280 ($1,000 multiplied by 
28%). 9 In most cases, both the taxpayer’s tax bracket and home value increase with income. Thus, 
higher-income taxpayers in higher tax brackets receive a greater tax savings than low-income 
taxpayers because of the typically progressive state income tax. The effect is even greater because 
of the assumed positive relationship between home value (and property tax bill) and income. 

In the 1 10 th Congress, P.L. 110-289 included a provision that allowed non-itemizers to deduct up 
to $500 ($1,000 for joint filers) of property taxes paid. The special deduction was first available 
for the 2008 tax year and was extended through 2009 by P.L. 110-343. This special deduction has 
since expired. 



8 There are two types of property taxes, real estate (e.g., owner-occupied housing) and personal (e.g., cars and boats). 
The focus of this report is the real estate property tax. For ease of exposition, the modifier “real estate” is not used for 
the remainder of the report. 

9 Marginal tax rates are sometimes referred to as tax brackets. There are currently seven individual income tax brackets: 
10%, 15%, 25%, 28%, 33%, 35%, and 39.6%. 
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